






























































































































































































































































































iMPliCations foR futuRE MonEtaRy PoliCy
Economicrecoverycouldbringincreasinglyprofitableopportunitiesfor
bankstolendexcessreservesinsteadofholdingthem.Thiswouldlikely
leadtogrowthinthemoneysupplyandcredit,whichcouldultimately
beinflationary.Therefore,astheeconomyrecoversandcreditconditions
ease,theFedmaywishtowinddownitsliquidityprograms.Thatis,it
maywishtoremoveassetsfromitsbalancesheetthatitacquiredfrom
financialinstitutionsthroughitslendingfacilities,therebyremoving
someoftheexcessreservesfromthebankingsystem.
Toanextent,excessreserveswillwinddownnaturallyasdemand
fortheFed’slendingprogramsdecreaseswithimprovementin
financialandeconomicconditions,andthishasalreadybegun.
Thatnotwithstanding,theFedhastwooptionsformitigatingthe
effectofexcessreservesonthemacroeconomy.First,theFedcan
soakupsomeoftheexcessreservesinthebankingsystem.As
detailedinOctober2009remarksbyFederalReserveBoardChairman
BenBernanke, optionsfordoingsomayentailasaleofassetsbythe
Fedtofinancialmarketparticipants–includingbanks,GSEs,and
otherinstitutions–thatdrainsreservesastheproceedsofeach
salearewithdrawnfromthebankingsystem.4Thesemeansofwith-
drawingexcessreservescouldtightenmonetarypolicybyputting
upwardpressureonshort-terminterestratesandthuslimitingthe
growthofbroadmeasuresofmoneyandcredit.
Second,theFedcanraisetheIORrate,reducingthedegreetowhich
bankswillwishtolendexcessreservestothepublic.Bankswillbe
unwillingtomakeloanstothepublicataratelowerthanwhatthey
canearnfromtheFedforholdingexcessreserves,sotheIORrate
canbeusedtoaffectthesupplyofmoneyandcredittotheeconomy.
ThisleadstoabroaderpointabouthowIORchangesmonetary
policyimplementation:UnderanIORregime,short-terminterest
ratesand,ultimately,economicgrowthandinflationarypressures
aredeterminedmostimportantlybytheIORrate.Asdescribed
above,theIORrateshouldactasaflooronthefedfundsrate.
FormerRichmondFedeconomistMarvinGoodfriendandothershave
argueditcanalsobeusedindirectlytocreateaceiling.5Aslongas
theFedfloodsthefedfundsmarketwithenoughreservestokeep
thesupplyofreservesabovebanks’demandforreserves,themarket
fedfundsratewillnotbebidabovetheFed’starget.Thiscouldsim-
plifymonetarypolicyimplementationbyavoidingtheneedforthe
Fedtoestimatereservedemanddaily.Experiencefromforeigncen-
tralbankssuggestsIORcanbeaneffectivewayfortheFedtoman-
ageshort-terminterestrates.Thefactthatfedfundshavetraded
persistentlybelowtheIORratemightcreatesomeuncertaintyover
thelikelihoodofthisoutcome.ButtradingbelowIORhaslargely
beenduetothebehaviorofnonbankinstitutions,whichcannotearn
interestonreserves.ArisingIORratewillultimatelybedirectlyrele-
vanttotheportfoliodecisionsofbanks,sincenobankwilllendto
thepublicbelowthatrate,andthereforetothespendingdecisions
ofhouseholdsandbusinesses.
Importantly,payinginterestonreservesallowstheFedtoaddress
tightnessincreditmarketsindependentlyfrommacroeconomic
conditions,andviceversa,leavingtheFedfreetopursueseparate
monetaryandcreditpolicies.Forexample,theFedcouldhypotheti-
callybegintoraisethetargetfederalfundsrateinlinewitha
strengtheningeconomy,whilecontinuingitslendingfacilitiesto
addressanyremainingstrainsincreditmarkets.
￿
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